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Membership in the EU requires inter alia full liberalization of capital flows. However, one potential problem is that accession countries can expect large capital inflows as investors bet on their convergence with the rest of Europe. The main danger from the big capital flows is that they can cause sudden changes of the capital flows if the international market changes the estimate for the situation in which the relative country is. This paper has three parts. The first part provides a brief comparative evaluation of financial liberalization policies of several accession countries before they joined the Union. The second part deals with the reasons why big capital flows may occur in the accession countries. We find that channels for inflows are also potential channels for outflows. The capital inflows problem is a big, if not the major challenge for accession countries attempting to accomplish the transition to membership in euro area. 





Liberalization of capital flows in the EU accession countries 


The free capital flows enable a flow of funds within the European Union, stimulate the over-border trade, ease the collecting of capital needed for starting a business and enables a growth of the economic subjects and functioning of the integrated, open and efficient inner market, which is in interest of all the EU citizens.The free capital flow between the member countries of EU reguire removal of all the restrictions related to the capital flows and the payments as inside the countries members of the European Union as well as between the member countries and third countries (Foundation Institute Open Society, 2010).

Even in the 1957 Treaty of  Rome it was anticipated that the member countries should allow free capital flows. Due to this principle, since the end of the 80-ies of the last century, the member countries removed, almost in a whole, the barriers for free capital flow (in 1986, a liberalization of the long-term flows was realized, while in 1988, a liberalization of the short-term capital flows was realized).  

The first step which is requested by the countries which are in the process of accessing the EU refers to the unconditional liberalization of the current payments and the flows of the mid-term and the long-term capital. The second step refers to the liberalization of the short-term capital flows, to the securities trade, to the possibility for opening of bank saving books abroad and to the physical import or export of money. In this stage, it is needed to realize a liberalization of the immovable property. It should be considered that in this stage financial instabilities may occur, so before the realization of the second stage, the country must have macroeconomic stability and adequatly developed instruments of the economic policy. 

In terms of the transition economy which are now EU members, it can be noted that they had different access towards the capital liberalization. Thus, for example, Estonia,Letonia, Lithuania and the Czech Republic realized fast capital liberalization which was completed in the middle of the 90-ies of the last century. Different from them, Hungary, Poland, Slovakia and Slovenia determined themselves for gradual liberation which was completed in the period from 2001 up to 2004.

The experience has shown that when the countries are accessing the European Union, they face huge foreign capital inflows in a form of: direct foreign investments, portfolio-inflows and other type of capital flows. The capital inflows in a form of FDI in the countries which are new members of the Union, most frequently appear with an aim for the profitable investment possibilities that these countries possess to be used. The intensity of these investments depends on big number of factors such as: the degree of privatization in the country, the evolution of the legal and the institutional environment as well as on the absorption capacity in the adequate country. In the same time, the macroecomic situation in the country also has a respective influence as well as the perspectives of the countries. 

It should be considered that, from a point of view of macroeconomic stability, the oscillations of the FDI are not very risky, because these investments can be better predicted and better managed. As a more serious risk for the countries are those capital inflows which are not classified as a part of the FDI group because they are sensitive to the differences in the interest rates and the risk premium. The biggest number of the new Union member countries faced with huge inflows of this kind of investments due to the starting high level of domestic nominal interest rates and the expectations for bigger incomes from the investments, due to the membership of the countries in the European Union. The biggest inflow of this kind of investments was recorded in the countries who applied fixed foreign currency exchange rate (in the period between the years 2006 and 2007, the capital inflows which are not enumerated in the FDI group are:  30% of the GDP in Latvia, 20% of the GDP in Estonia and around 15% of the GDP in Lithuania). The countries which adopted flexible regime of foreign exchange rate, as the Czech Republic, Poland and Slovakia, recorded smaller inflow of this kind of investments which can be observed in the Graphic nr. 1 (Darvas i Szapary, 2008).

Graphic 1:






NET-FDI: net inflows of DFI
NET-PI: inflows related to portfolio investments  
NET-OI: inflows related to other kind of investments

The danger from the huge inflows of capital (except from the investments which are not enumerated in the FDI group) is that they increase the domestic demand and cause huge current deficit and high inflation. Besides, the huge capital inflows can cause unjustified upper pressure to the foreign currency exchange rate which represents a threat to the export competition of the country (De Grauwe i Schnabl, 2005). In the same time, the huge capital flows can cause sudden changes of the capital flows if the international market changes the estimate for the situation in which the relative country is. 

The rapid increasing of the loans and the dangers from “overheating” of the economy is the biggest challenge for the countries which are accessing the EU. The causes for the big loan expansion come out from the starting low level of loans and debts in the countries and from the expectations for bigger salaries in the future. In the same time, the economic agents start to be indebted more because they have bigger confidence in the country due to its entrance in the Union. On the other side, the development of the domestic banking sector (due to the realized privatization and due to the domination of the foreign banks) increases the lending capacity of the banks. The increased competition in the banking sector causes a reduction of the interest rates which increases the crediting additionally. 

In the period of loan boom (expansion), the banks are more available for placement of loans to the less creditable clients as well, so they expose themselves to a risk of loss if the “bubbles” disperse.  As a result of the loan boom, if the banking systems in these economies are not adequately managed and regulated, the financial stability of the countries can be distorted and the possibility for defending of the national currencies can be weakened. 

There is an opinion that the countries which have medium level of income have the possibility to develop faster than the richer countries and that they can offer bigger profits to the foreign investors. In the same time, these countries have limited scope of domestic savings, so the inflow of foreign capital enables for it to be invested in more profitable projects. The increased capital inflows in these countries in the last decades appear due to the financial liberalization and the increased integration of the world financial markets as well.

As it was mentioned on the beginning, the rapid loan expansion causes a danger from “overheating” in the economy, investments boom and increasing of the inflation. But, after this, when the boom will become unsustainable financial crises and economic contractions may appear (Darvas i Szapary, 2008).

Having this on mind, the countries which are accessing the EU have to develop adequate policies so as they will be able to face the huge capital inflows. At first, they should provide stable and adequate capital flows regime. In the same time, they need to strengthen the credibility of the macroeconomic politics and the regime of the foreign currency exchange rate in order to soothe or to avoid the bank crises and the crises of the foreign currency exchange rate. In certain cases, it is allowed for the countries to set capital controls, as urgent measures when they face serious problems in the payments balances. However, the controls should be of temporary character and they should be approved by the EU Council. 

When a country realizes a liberalization of the capital account, it should pay attention to the development of the domestic financial system. The experience from the currency crises in the 20-ies of the last century, suggests that the weaknesses in the banking systems influenced a lot for appearance of the currency crises in certain countries and increased the macroeconomic expenses for stabilization of the financial systems. Actually, the weak and badly regulated banking system can’t handle with the consequences from the huge and sudden capital outflows, caused by the changes in the opinion of the foreign investors for the loan quality of the country. 

Having this on mind, the countries should work on the development of their banking sector, to develop more sophisticated financial intermediation and to realize efficient regulation and supervision of the banks. The banking system should limit “the overheating” in the economy and the loan boom which appears in the periods of huge capital inflows in the country. The solid banking system is an important element of the stable regime of capital flows. 

Inspite of the fact that the macroeconomic stability is necessary to avoid the financial crises, the experience has shown that the crisis can influence the countries which apply solid macroeconomic politics as well only because the foreign investors suddenly changed the attitude for their economies. Besides this, the well-known „infection“ effect may appear when the opinion for the financial market of the country which was hit by the crisis is strictly correlated with the opinion for the markets of the other countries. When one country is hit by the financial crisis and the investors withdraw their means out of it, they most frequently do it from the neighbouring countries as well. Furthermore, if one country suffers from problems in their payment balance and has huge current deficit, the investors may suspect that the other countries which are important trade partners of that country have the similar problems as well. 

The risk of „infection“ of the countries which participate in ERM2 is a special responsibility of the European Committee and ECB because the speculative attack in one member country can easily transfer to the other countries as well. 

The transitional economies which tend to realize liberalization of the capital accounts as one of the conditions for EU membership, need to use the experiences from  the successfull countries which first liberalized the long-term and then the short-term foreign investments.In the same time, the experience suggests that the advantage should be given to the foreign direct investments and then to the portfolio investments. However, the maintaing of the the restrictions for certain types of capital flows can serve well. i.e. it can „buy time“ for inner restructuring of the financial sectors and for improving of the financial markets in these countries. 






Even in the 1957  Roman Treaty, it was anticipated that the member countries should allow for fairly unrestricted capital flows, i.e. that restrictions on the capital flow between the member countries has been prohibited.

However, the experience so far has shown that as a potential problem which the countries accessing the Europian Union often face are  large inflows of foreign capital. The capital inflows in the countries which are new members of the Union most frequently appear, due to the starting high level of domestic nominal interest rates and the expectations for high returns from the investments, due to their membership in the Union countries. The danger from the huge inflows of capital (except from the investments which belong to  the FDI group) is that they increase the domestic demand, cause large current deficits and high inflation, as well as  upper pressure on the foreign currency exchange rate, which is a threat for the export competitiveness of the country. In the same time, the huge inflows of capital can cause sudden changes of capital flows if the international market changes the estimate for the situation in which the relative country is. These “sudden stops” can generate financial instability and even episodes of financial crise .

Our analysis suggests that these inflows and their management will constitute the principal challenge to financial stability, both during the transition to the membership in the euro area and immediately thereafter .
Firstly, they should provide stable and adequate regime of capital flows. Secondly, , they need to strengthen the credibility of their macroeconomic policies and their  exchange rate regimes in order to contain  or avoid  banking and currency crises  
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